


VoLuME IX 
No. 6 


THE TAX REVIEW | 








Copyright, 1948, by Tax Foundation, New York, N. Y. 








THE ABILITY-TO-PAY PRINCIPLE 
AND PRIVATE PROPERTY 


H. KENNETH ALLEN 
Professor of Economics 
University of Illinois 


| the voluminous literature on the ability-to-pay 
principle of taxation little consideration has been given 
to the compatibility of the principle with the institution 
of private property. Although not universally accepted, this 
principle is at present the most favored basis for the dis- 
tribution of tax burdens. The relationship of the ability- 
to-pay principle and private property is a matter of prime 
importance because the latter is one of the basic features 
of modern capitalist societies. Property, moreover, is the 
primary source of tax-paying capacity. If property rights 
are to be more than a fiction, principles for the distribu- 
tion of tax burdens must be reconcilable with such rights. 
[t is not suggested that individual property rights are para- 
mount to the public interest. It is submitted, however, that 
these rights cannot be completely subservient to the vagaries 
of taxation if private capitalism is to endure in more than 
name only. 


In a private capitalist system it is essential that a balance 
be maintained between the. rights of the individual and 
the powers of government. The bills or declarations of 
rights in Federal and state constitutions specifically enu- 
merate the rights of the individual, including the right to 
acquire, possess, and dispose of property. Limitations are 
imposed in the basic laws upon the powers of government 
to interfere with the rights of the individual. In this 
balanced relationship between the rights of the individual 
and the powers of government, it is recognized that the 
scales do not hang even. The rights of the individual must 
yield when they conflict seriously with the needs of the 
people as a whole. Yet if the scales are tipped too far in 
favor of the government, private property and other in- 
dividual rights become meaningless. 


Although the benefit principle was the most widely 
accepted theoretical basis for the distribution of tax bur- 


dens for at least a century, it yielded in popularity to the 
ability-to-pay principle about the turn of the present 
century. Among the various factors responsible for this 
change are the development of democratic government, 
the great expansion in public services and the correspond- 
ing need for greatly increased tax revenues, and the 
development of the law of diminishing utility. 

“(The ,Sixteenth Amendment, together with several im- 
portant court decisions, has created a situation in which 
income taxation can be carried to the point of confiscation. 
The ability-to-pay principle, if carried to its ultimate con- 
clusion, leads to confiscation. In the absence of legal 
protection against confiscatory taxation and with a principle 
for distributing tax burdens that imposes no limits short 
of confiscation, the precarious position of private property 
is apparent. 


Legal Protection of Property Rights 


The important position contemplated for property in this 
country is further evidenced by the protection afforded it 
in the provisions of Federal and state constitutions. Accord- 
ing to the Federal Constitution, ‘‘all duties, imposts and 
excises shall be uniform throughout the United States.” 
Another clause provides that no person shall “be deprived 
of life, liberty, or property, without due process of law; nor 
shall private property be taken for public use without just 
compensation.” Direct taxes are limited by the provision 
which prescribes that ‘‘No capitation or other direct tax 
shall be laid, unless in proportion to the census or enu- 
meration hereinbefore to be taken.’’* 

Similar limitations are also found in the Federal Con- 
stitution upon the powers of the estates over property. In 


1 Art. I, sec. 8, par. 1 


2 Fifth Amendment. 
® Art. I, sec. 2; sec. 9, par. 4. 
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the exercise of their powers over property, state and local 
governments are limited by the provisions of state con- 
stitutions as well as by those of the Federal Constitution. 
The most common general limitation in the exercise of 
the taxing power are the provisions to the effect that taxes 
shall be “equal” or “uniform.” These uniform-tax clauses 
require that the rate of taxation must be the same on all 
property, or at least on all property in the same class, 
throughout a given tax-levying jurisdiction. 


Weaknesses in Legal Safeguards 


The formidable array of constitutional limitations upon 
the exercise of governmental powers over property might 
appear to afford ample protection against a tax system 
based upon the ability-to-pay principle of taxation, but no 
such protection is provided under existing law. With the 
possible exception of a subsistence exemption, the ability- 
to-pay principle places no limitations upon the amount of 
taxes that can be imposed. Because of this fact, certain 
constitutional changes and court decisions have placed the 
institution of property in a position that is highly vulner- 
able to a system of taxation based upon this method of tax 
apportionment. Authority of the Federal goverament to 
levy progressive rates of taxation, except in the case of 
direct taxes, was conclusively established in Knowlton v. 
Moore. This decision became of far-reaching significance 
with the adoption of the Sixteenth Amendment, which 
provided that ‘The Congress shall have power to lay and 
collect taxes on incomes, from whatever source derived, 
without apportionment among the several states, and with- 
out regard to any census or enumeration.” 


In Knowlton v. Moore the Court declared that, “If a 
case should ever arise where an arbitrary and confiscatory 
exaction is imposed bearing the guise of a progressive or 
any other tax, it will be time enough to consider whether 
the judicial power can afford a remedy by applying inherent 
and fundamental principles for the protection of the in- 
dividual, even though there be no express authority in 
the Constitution to do so.’* The question of confiscation 
was raised in Alaska Fish Co. v. Smith, and the Court’s 
answer was that ‘Even if a tax should destroy a business it 
would not be made invalid or require compensation upon 
that ground alone.’’® Taxes can thus be extended to the 
point of confiscation provided they comply with procedural 
and other legal requirements. Because of this fact, the 
incompatibility of the ability-to-pay principle with private 
property becomes clearly apparent. A chain of legal devel- 
opments has served to expand the taxing power of govern- 
ment and to weaken the limitations upon this power. These 
developments have occurred alongside of, and have no 
doubt been influenced by, a number of factors that have 
contributed to the present ascendancy of the ability-to-pay 
principle as a basis for the distribution of tax burdens. 


Development of the Ability-to-Pay Principle 


Although the ability-to-pay principle attained its present 
paramount position during the twentieth century, numerous 


comments on it are found in the early writings on public 
finance, and taxes in accordance with the principle were 
used sporadically in early tax systems. During the 
eighteenth and nineteenth centuries, however, the orthodox 
view favored the benefit principle and _ proportional 
taxation. In the first of his famous four canons of taxation 
Adam Smith said that ‘The subjects of every state ought 
to contribute to the support of the government as nearly 
as possible in proportion to their respective abilities; that 
is, in proportion to the revenue which they respectively 
enjoy under the protection of the state.”® This first part 
of this maxim seems to endorse the ability principle, but 
it will be noted that the second part suggests proportional 
taxation of income. In another place, in discussing taxes on 
house rents Adam Smith lends support to progressive rates, 
He says, “It is not very unreasonable that the rich should 
contribute to the public expense, not only in proportion to 
their revenue but something more than in that proportion.”7 
Although Smith’s statements on the question are somewhat 
vague and inconsistent, it can be safely asserted that ex- 
tensive use of progressive rates would be incompatible with 
his general philosophy. 

At the time of the discussion of the first income tax in 
the English Parliament, in 1799, Lord Auckland said that 
progressive taxation would be contrary to all the safety 
and rights of property and that it would amount to a 
plan for equalizing fortunes. Most of the economists of 
the eighteenth and nineteenth centuries regarded departure 
from a proportional rate as a socialistic step that would 
lead to confiscation. The comments of both J. R. McCul- 
loch and John Stuart Mill are representative of the general 
attitude. The former says, ‘The moment you abandon, 
in the framing of such taxes, the cardinal principle of 
exacting from all individuals the same proportion of their 
income, or their property, you are at sea without rudder 
and compass, and there is no amount of injustice you may 
not commit.’’§ Mill says, ‘The rule of equality and fair pro- 
portion seems to me to be that people should be taxed in 
an equal ratio on their superfluities, necessaries being 
untaxed, and surplus paying in all cases an equal per- 
centage. This satisfies entirely the small amount of justice 
that there is in the theory of a graduated income tax, which 
appears to me to be otherwise an entirely unjust mode of 
taxation, and, in fact, a graduated robbery.’’® 


After an exhaustive survey of the principles of tax 
distribution in 1894, Professor Seligman concluded that 
progressive taxation to a certain extent was an ideal but he 
warned that caution should be exercised in any general 
application of the principle.1° After the turn of the cen- 
tury a large majority of the economists, especially in the 





See 178 U.S. 41 (1900). 

5 See 255 U.S. 44 (1921). 

6 Adam Smith, Wealth of Nations (Cannan ed., 1904), Vol. II, pp- 
310-312. 

TSmith, op. cit., Vol. II, p. 327. 

8J. R. McCulloch, A Treatise on the Principles and Practical Influence 
of Taxation, or the Funding System, (1863), p. 143-145. 

° 1861 Comm. Q. 3540. ‘ 
10E, R. A. Seligman, Progressive Taxation in Theory and Practice, 
(American Economic Association, 1894), pp. 199, 200. 
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United States, England, and Germany, endorsed the ability- 
to-pay principle and progressive taxation. The doctrine is 
accepted, with certain reservations in some cases, by most 
of the writers of the present century. C. F. Bastable, F. W. 
Taussig, and H. L. Lutz are prominent representatives ot 
the minority group that has continued to embrace the ‘‘old”’ 
orthodoxy of the nineteenth century rather than the ‘‘new”’ 
orthodoxy of the twentieth century. 

Several factors contributed to the decline of the benefit 
principle and the ascendancy of the ability-to-pay theory 
during the last quarter of the nineteenth century and the 
first quarter of the twentieth century. Among the most 
important of these are the democratic movement, the Indus- 
trial Revolution, and development of the theory of dimin- 
ishing utility. With the growth of constitutional govern- 
ment and popular sovereignty, the national will shifted its 
seat from the higher to the lower classes. Democracy vested 
in the masses the authority to determine the nature and 
scope of governmental activities and to select the means 
of financing them. The privilege of tax exemption or 
preferential treatment in taxation which the ruling or 
wealthy classes secured for themselves during the Middle 
Ages and retained in large measure down to the French 
Revolution was lost when the lower income classes assumed 
the dominant political role. More than that, the tax systems 
established under the influence of the lower income classes 
were directed especially towards the wealthy classes. 
Ability to pay provided a convenient practical justification 
for shifting the burden of taxation from the lower income 
groups to the higher income classes. 


The economic justification of progressive taxation and 
ability to pay was strengthened by the development of the 
theory of diminishing utility in the seventies and eighties 
of the last century. Marginal utility became the measure 
of sacrifice; and economists in increasing numbers embraced 
the ability-to-pay principle. The growing sentiment for this 
principle was no doubt partly responsible for the income 
tax movement in the United States in the present century, 
but it should not be assumed that it was a major influence. 
Statesmen, rather than economists, have exerted the major 
influence in the adoption of progressive taxes in both the 
nineteenth and the twentieth centuries. 


Recent Criticisms of the Ability-to-Pay Doctrine 


Notwithstanding the endorsement, with reservations, of 
the ability-to-pay principle by a majority of living econo- 
mists, during the last decade a minority group of American 
economists has attacked this basis for distributing tax 
burdens. Among this group is Professor Lutz, who along 
with Bastable and Taussig, refused to acclaim ability to 
pay when it was being so widely endorsed earlier in the 
present century. In a recent discussion of progressive 
taxation Lutz says, “‘It is evidently not yet clearly seen 
even by those able groups which have been devoting time 
and thought to the problems of the postwar period, that 
the goal of free private enterprise and the goal of pro- 
gressive taxation are entirely inconsistent . . . The ultimate 


goal of progressive taxation is the equalization of incomes 
. . . Any progressive tax scale is a longer or shorter step 
toward the final goal, according to the degree of progres- 
sion involved.”!! In another article in the Tax Review, 
Lutz states that, ‘Instead of using as the keynote, the 
thread-bare slogan, “Taxation according to ability,’ it 
would be more appropriate to say, “Taxation so as to call 
forth ability.’’’12 


In an able appraisal of attempts to determine the slope 
of the diminishing marginal utility curve of money income, 
E. D. Fagan concludes that such efforts have been futile 
and that progressive taxation, therefore, cannot be based 
upon the theory of equal sacrifice. He provides no cate- 
gorical answer to the question of progressive taxation, but 
he does indicate that the socio-political theory is the most 
reasonable basis upon which to decide the issue. Fagan’s 
convincing criticism of the principle of diminishing 
marginal utility of income as a justification of progressive 
taxation weakens, at least by indirection, one of the main 
supports of the ability principle. 


M. Slade Kendrick is another economist who has re- 
cently criticized the ability-to-pay principle of taxation." 
He begins his attack with the statement that, ‘The usual 
and indeed the only serious justification of ability to pay 
is on grounds of sacrifice.” In his analysis of the ability 
theory, he finds defective these various basic assumptions: 
1) that the marginal utility of money declines with an 
increase in its supply, 2) that the payment of taxes imposes 
a sacrifice upon the payer, and, 3) that the sacrifices arising 
from the payment of taxes are capable of quantitative 
expression. ‘With the support of its underlying theoretical 
structure removed,” Kendrick concludes, “the ability-to-pay 
theory of taxation breaks down.” 


The late Henry Simons held the ability-to-pay principle 
in contempt. He was an ardent advocate of progressive 
taxation, however, as a means of bringing about greater 
equality in the distribution of wealth and income. Simons 
is to be admired for the candor with which he drove 
straight towards his objective without enlisting the support 
of the vague ability-to-pay justification. 


One of the sessions of the Thirty-Third Annual Con- 
ference of the National Tax Association, held at New 
York City in 1941, was devoted to a reexamination of the 
concept of ability to pay. In the first paper presented at 
the session Roy Blough, who believes the principle is a 
leading criterion of tax justice, nevertheless called attention 
to many of the practical obstacles which stand in the way 
of its application. Among the obstacles mentioned are that 
such services as water and electricity, when provided by 
government, can best be sold to each consumer for a price 
based upon consumption; that taxes for financing roads 
are not adapted to ability to pay; that gross income taxes 


11H. L. Lutz, ‘‘Progressive Taxation in Postwar Tax Plans,’’ The Tax 
Review (Tax Foundation, New York, Dec., 1944), p. 52. 

12 **Individual Income Tax Revision,’’ June, 1946, p. 26. 

%E. D. Fagan, ‘‘Recent and Contemporary Theories of Progressive Tax- 
ation, Journal of Political Economy, Vol. XLVI, August 1938, p. 484. 
144M. Slade Kendrick, ‘‘The Ability-to-Pay Theory of Taxation,’’ American 
Economic Review, Vol. XXIX, No. 1, March 1939, pp. 92-101. 
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on business, consumption taxes, and, to a considerable 
extent, even property taxes cannot be related closely to the 
economic position of the taxpayer; that taxes upon corpora- 
tions cannot be levied in such a manner that they will fall 
upon individual stockholders in accordance with their 
ability; that taxes in harmony with the ability-to-pay 
principle are ill-adapted to administration by local govern- 
mental units; that taxes imposed according to ability to pay 
might adversely affect production and employment; and 
that certain nonfiscal objectives of government might be 
achieved most advantageously through exercise of the 
taxing power on a basis other than ability to pay. 

In reviewing Blough’s paper at this session, Professor 
A. G. Buehler commented upon the elusiveness of the 
ability concept and upon the fact that no satisfactory yard- 
stick or scale of units had yet been devised to measure 
marginal utility. He concluded that no suitable measure 
of ability to pay appeared to be available and that it there- 
fore could not be applied. He hastened to add, however, 
that a progressive income tax is not necessarily unjust 
merely because ability to pay cannot be measured. As a 
discussant at the same session, Kendrick reiterated his 
opposition to the ability concept and pleaded for prompt 
acceptance of a social theory of taxation. During the open 
discussion that followed the principal speakers, Commis- 
sioner Henry F. Long of Massachusetts expressed dis- 
approval of the ability concept and challenged its 
practicability. 

One of the most recent criticisms of the ability-to-pay 
principle is that of Kenneth Field. He says that, however 
much one looks at the foundation arguments of the ability- 
to-pay principle, “he must come back to the general con- 
clusion that the academic arguments in favor of the 
principle are nothing but an attempt to rationalize a pre- 
determined course of action.”!5 Field deplores the fact 
that in the financing of government ‘. . . we look only at 
the immediate individual sacrifices and disregard the de- 
struction of initiative, the stagnation of capital formation, 
the penalizing of thrift, and many other things . . .”16 


Of the multiplicity of taxes employed by modern gov- 
ernments, the personal net income tax is the one usually 
considered as being best adapted to the ability-to-pay prin- 
ciple. The difficulty of measuring ability in terms of 
income has been indicated. A further difficulty arises from 
the fact that personal net income from business opera- 
tions, as computed for income tax purposes, is not a pure 
profit and a tax upon such net income is thus capable of 
being shifted at least in part. Net income contains elements 
of cost in the form of interest on capital owned by an 
individual and used in his business and a sum for the 
labor or managerial service rendered by the owner in 
connection with the operation of the enterprise. These 
costs must be deducted from net income in computing 
net profit. Although taxes upon net profits cannot be 
shifted, taxes that affect cost of production are shiftable. 


The direction and extent of shifting cannot, of course, 


be accurately determined. To the extent that shifting 
occurs, however, the application of the ability principle 
is correspondingly impaired. For the reason suggested 
in the case of taxes upon personal net income, taxes upon 
corporate net income are also susceptible to shifting at 
least to some extent. A large majority of other types of 
taxes are shiftable and cannot therefore be adjusted to 
the ability of those who ultimately bear the burden. The 
burden of a progressive tax on corporate net income upon 
individual stockholders is that of a proportional tax, 
which, of course, does not take into account the varying 
abilities of the stockholders. The capitalization of certain 
types of taxes also presents an obstacle to the apportion- 
ment of taxes according to ability. For example, taxes 
upon real estate in excess of the tax burden upon similar 
investments tend to be capitalized by the amount of the 
excess by subsequent purchasers. The extent to which 
taxes are capitalized cannot be estimated with any degree 
of reliability. Progressive estate texes, moreover, cannot 
be adjusted in relation to the economic status of heirs 
and beneficiaries. 

The validity of the ability-to-pay principle in capitalist 
societies can be tested with reference to the extent of its 
adoption in private business intercourse. Charges for 
medical, hospital, and some other services are sometimes 
roughly related to the wealth of the recipient of the 
service, but the great bulk of goods and services in private 
business are sold on a nondiscriminatory basis. As a matter 
of fact, price discrimination between customers is usually 
forbidden by law in the case of industries regulated by 
government. The incongruity of the ability-to-pay principle 
in the private business sector of a capitalist society is 
readily apparent. In the sale of electricity, water, and gas, 
moreover, municipally-owned utilities follow the practice 
of their privately-owned counterparts in allowing discounts 
for quantity purchases; yet the larger users are in general 
more wealthy than the smaller users. 

In the exercise of the power of eminent domain, the 
property rights are protected by the Fifth Amendment 
in the Federal Constitution which provides that property 
shall not be taken for public use without just compen- 
sation. In the exercise of the police power, property rights 
are protected by the frequently repeated dictum of the 
courts that governmental regulations must not be capri- 
cious, arbitrary, or discriminatory. Notwithstanding the 
numerous limitations in Federal and state constitutions 
upon the taxing power, the Sixteenth Amendment, together 
with certain court decisions previously mentioned, has 
given legal sanction to confiscatory taxation. The ability- 
to-pay doctrine not only fails to afford the essential pro- 
tection but, if carried to its logical conclusion, itself leads 
to confiscation. That tax burdens have not yet led to 
general confiscation, is not adequate protection against 
such an eventuality. The trend of surtax rates since the 
15 Kenneth Field, ‘‘Should the Ability-to-Pay Principle be Reexamined,”’ 


Taxes, Vol. 20, No. 11 (1942), pp. 664-667 
6 Ibid. 
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first income tax law was adopted in 1913 is pertinent 
to this point. The maximum surtax rate in the 1913 law 
was 6 per cent; it reached 75 percent in the prewar year, 
1936; and under the urgent demands for war revenues, 
it increased to 91 per cent in 1944. 


The ability-to-pay doctrine engenders class strife by 
fostering such ideas as ‘‘soak the rich’’ and “let the other 
fellow pay.” It tends to align the low-income groups 
against the higher-income groups and promotes the idea 
among the former of “getting something for nothing.” 
It encourages the undertaking of unjustifiable projects and 
unduly dignifies the idea of representation without tax- 
ation. To take money from a person for public purposes 
merely because he has money supports the view that the 
individual exists to serve the state. With reference to 
property rights, the ability-to-pay principle provides a 
double standard of morals as between individuals on the 
one hand and the government on the other. 


Substitute for Ability-to-Pay Doctrine 


Since property rights no longer have legal protection 
against confiscatory taxation, we face the dilemma, para- 
doxical for a private capitalist society, of having to turn 
to other means of protection. For this reason the principle 
accepted for the distribution of tax burdens becomes a 
matter of special importance. In the question of a substi- 
tute for the ability-to-pay theory, the primary requisite is 
that the substitute be compatible with individual property 
rights. 

The benefit principle immediately suggests itself as 
meeting this requirement. It will be remembered that the 
benefit theory was the orthodox view until the latter part 
of the last century. A restricted version of this principle, 
that is, the principle of special benefits, still has wide ac- 
ceptance for charges and taxes earmarked for a specific 
purpose the benefits of which are direct and measurable. 
The special benefit principle is applicable to a considerable 
extent to charges for public utility services, license fees, 
special assessments, the gasoline tax, and social security 
taxes, 

Although the special benefit principle is sound within 
a limited sphere, it cannot be extended to the numerous 
taxes and public services that are not adapted to a quid 
pro quo basis of payment. In the first place, taxes not 
earmarked for a particular service cannot be evaluated with 
reference to specific benefits. Second, benefits must be ap- 
praised with reference to the incidence rather than the 
initial payment of a tax. Such an appraisal is virtually 
impossible in the case of most taxes, because the intricacies 
of the shifting process militate against any accurate de- 
termination of the direction and extent of shifting. Finally, 
the benefits for many governmental services are not clearly 
discernible and cannot be measured. The conclusion is in- 
escapable, therefore, that no principle is available which 


affords a basis for apportioning tax burdens with any 
degree of accuracy for many types of taxes. 


It appears, nevertheless, that a liberalized and broadened 
version of the benefit principle could be used profitably 
as a general justification for taxes not adapted to the 
special-benefit principle. This would require consideration 
of direct and indirect benefits and of immediate and long- 
run benefits to the taxpayers as a group. Benefits, so far 
as possible, would be considered with reference to ultimate 
tax burdens rather than to initial tax payments. No attempt 
would be made to equate tax burdens to benefits on an 
individual basis. The general effects of taxes and public 
services upon private property, however, would be care- 
fully observed at all times to the end that individual prop- 
erty rights might be protected and preserved. 


The adoption of a liberalized, general-benefit principle 
would not preclude continuation of well-conceived and 
efficiently-administered public services; -nor would it 
necessarily require drastic changes in the tax system. All 
taxpayers derive benefits from public schools, institutions 
for the care and rehabilitation of physical and mental 
defectives, public assistance programs, and other social 
welfare services. The benefits of such services to the tax- 
payers are, of course, largely indirect and remote, but they 
may nevertheless justify the taxes imposed to provide 
them. To a considerable extent the long-run interests of 
the individual are in harmony with the long-run interests 
of the social group. 


The use of progressive rates for such taxes as those upon 
incomes and inheritances would not be incompatible with 
the proposed general-benefit principle. To the extent that 
progressive taxes are shifted the burden of such taxes, as 
previously mentioned, is that of a proportional tax. It is 
possible, moreover, that the benefits of some services, such 
as national defense, increase at more than a proportional 
rate as the amount of income increases. In any event, it 
is not necessary under the general-benefit principle that 
each individual taxpayer receives benefits exactly equal 
to his tax burden. 


Conclusion 


Since it is probably not feasible to attempt to restore 
the proper balance between individual property rights and 
the taxing power of government by legal devices, it 1s 
especially important that a principle be adopted for the 
apportionment of tax burdens that is compatible with 
such rights. A broad, general-benefit principle appears 
to be the logical principle to achieve the end desired. 
With such a principle as a guide, careful attention would 
be given at all times to the effects of taxes and public 
services upon property rights. The benefit principle, spe- 
cific and general, is compatible with the institution of 
private property. 
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